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Taxing Income and Appreciation in a 
Generation Skip
-by Neil E. Harl*  
  The repeal of the generation-skipping transfer tax in 20011 effective after December 
31, 2009,2 but with the repeal not applicable after December 31, 2010,3 was confusing in 
itself but the re-enactment of the generation-skipping transfer tax in 20104 retroactive to 
January 1, 20105  has added to the confusion and raised questions about the tax treatment 
of distributions after 2010 for both income and principal in a generation-skipping transfer 
set up in 2010.6 Questions have been raised, also, about the handling of undistributed 
income in a generation skip before 2010 and after  2010. 
Background
The present generation-skipping transfer tax was enacted in 1986,7 replacing 
the ill-fated “tax on certain generation-skipping transfers” passed in 19768 which was 
repealed by the 1986 Act.9 The 1986 legislation  did not address, directly, the issue of 
income from generation-skipping transfers but the statute did enact an amendment10 
providing for a deduction for federal income tax purposes for “the GST tax imposed on 
income distributions”11 to the extent of the  tax imposed by I.R.C. § 2601 and any state 
tax described in I.R.C. § 2604 but only to the extent the tax is imposed on a transfer 
included in the gross income of the distributee and to which I.R.C. § 666 (on accumulated 
distributions allocated to preceding years) does not apply.12
 The generation-skipping regulations subsequently issued focused on income in several 
respects. The regulations were adopted on December 26, 1995,13 and have been amended 
twice, first in 200014 and again on December 30, 2003.15  The regulation commences with 
the statement that, except as otherwise provided, “. . . .the provisions of chapter 13 of the 
Internal Revenue Code (Code) apply to any generation-skipping transfer (as defined in 
section 2611) made after October 22, 1986.16 This passage appears at the beginning of the 
segment of the regulations devoted heavily (but not totally) to transitional rules governing 
irrevocable trusts as of September 25, 1085. In that part of the regulations,17 any additions 
made to an irrevocable trust after September 25, 1985, which is excluded from GSTT, are 
subject to the provisions of Chapter 13 (on generation-skipping transfer tax) as to that pro 
rata portion of the trust as to distributions and terminations. If an addition is made, the trust 
“. . . is thereafter deemed to consist of two portions, a portion not subject to chapter 13 (the 
non-chapter 13 portion) and a portion subject to chapter 13 (the chapter 13 portion).”18 
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or allocated to a non-chapter 13 trust, the income is effectively 
treated as an addition to principal and is subject to generation-
skipping transfer tax. As noted, under the 2003 regulations, 
income decisions pursuant to local law or by an impartial trustee 
are generally respected by the Internal Revenue Service.26
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The regulations provide specifically that trusts that were 
irrevocable on September 25, 1985, are not subject to GSTT 
unless (1) additions were made to the trust after September 25, 
1985; (2) the trust was subject to the exercise, release or lapse 
of a general power of appointment that is treated as a taxable 
transfer; (3) the property involved was subject to a power that 
would cause the value of the trust to be taxable under I.R.C. § 
2038; or (4) the property is includible in the gross estate under 
I.R.C. § 2042 (life insurance policies).19
The key provisions
 The regulations state that a taxable distribution is a distribution 
of income or principal  from a trust to a skip person unless 
the distribution is a taxable termination or a direct skip.20 The 
same regulation states that an “interest in trust” is an interest 
in property held in trust and exists if a person (1) has a present 
right to receive trust principal or income and (2) is a permissible 
current recipient of trust principal or income.21
 The regulations provide, under a subparagraph headed, 
“Terminations of interests in and distribution from trusts,” that 
“where a termination or distribution described in section 2612 
occurs with respect to a trust to which an addition has been 
made, the portion of such termination or distribution allocable 
to the chapter 13 portion is determined by reference to the 
allocation fraction as defined in paragraph (b)(1)(iv)(C) of this 
section.”22 The allocation fraction23 allocates  appreciation and 
accumulated income between the chapter 13 and non-chapter 
13 portions of a trust. The chapter 13 portion appears to be 
comprised of principal, and income that has been considered 
added to principal, because it was not paid to beneficiaries or 
allocated to a non-chapter 13 trust. That part of the regulations 
does not appear to be limited to “grandfathered” trusts. 
The 2003 regulations on trust accounting for income
 Final regulations filed on December 30, 2003,24 amended 
the existing regulations25 to reflect accounting changes in the 
definition of trust accounting income. Under those regulations, 
an allocation of amounts between income and principal pursuant 
to applicable local law will be respected if local law provides for 
a reasonable apportionment between the income and remainder 
beneficiaries of the trust’s total return for the year. An allocation 
to income of all or part of the gains from the sale of trust assets 
will generally be respected if the allocation is made – (1) 
pursuant to the terms of the governing instrument and applicable 
local law or (2) pursuant to a reasonable and impartial exercise 
of a discretionary power granted to the fiduciary by applicable 
local law, or by the governing instrument, if not prohibited by 
local law. 
Implications for 2010 GST transfers
 Although the situation is not completely clear, it appears that 
taxable distributions from trusts created in 2010 as to income 
and appreciation may be subject to  allocation as prescribed for 
irrevocable trusts existing on  September 25, 1985, and as to 
additions to trusts after that date with generation-skipping tax 
possibly due at the time of the distribution. 
In conclusion
 It appears, therefore, that  unless income is paid out to the 
beneficiaries (at least by the time of any taxable distribution), 
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